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New Financial Reporting Requirements
By Walter A. Robbins
On January 1, 1985, the Subcom­
mittee on Health Care Matters of the 
American Institute of Certified Public 
Accountants (AICPA) issued State­
ment of Position (SOP) 85-1 entitled 
“Financial Reporting by Not-for-Profit 
Health Care Entities for Tax-Exempt 
Debt and Certain Funds Whose Use Is 
Limited.” The SOP provides guidance 
for nonprofit health care organizations 
in three specific areas: (1) reporting 
long-term debt issued through a finan­
cing authority, (2) classifying funds 
whose use is limited as either general 
or restricted, and (3) reporting related 
investment income and interest ex­
pense in the financial statements. This 
article discusses the content of the 
Statement and presents a flow chart of 
the prescribed accounting and report­
ing procedures.
Classifying Tax-Exempt Debt 
Issued by Financing 
Authorities and Assets with 
Limited Use
Health care organizations prefer 
issuing tax-exempt debt because they 
can obtain a higher ratio of project 
financing, longer maturity periods, and 
interest cost is lower than with taxable 
debt. Unfortunately, the majority of 
health care organizations are legally 
precluded from issuing tax exempt 
debt directly. In an effort to combat this 
problem, health care organizations 
have begun establishing separate enti­
ties called “financing authorities.” 
These entities are authorized to issue 
tax-exempt bonds or other obligations 
for the benefit of the parent organiza­
tion. After issuance, the authority loans 
the necessary funds to the health care 
organization. This approach allows the 
health care organization to comply with 
legal restrictions while still enjoying the 
benefits associated with tax-exempt 
debt.
When a financing authority issues 
tax-exempt bonds or similar debt 
instruments and uses the proceeds for
Health care organizations 
have begun establishing sep­
arate entities which legally 
may issue tax-exempt bonds. 
the benefit of a health care organiza­
tion, the question arises as to how the 
proceeds and the debt obligation 
should be reported. The Subcommit­
tee on Health Care Matters concludes 
that:
1. Only assets restricted by a donor 
or by a grantor should be 
reported in the donor-restricted 
funds section of the balance 
sheet. Other assets should be 
reported in the general funds sec­
tion of the balance sheet.
2. Not-for-profit health care entities 
should report as liabilities in the 
general funds section of the bal­
ance sheet, obligations issued for 
their benefit and for repayment of 
which they are responsible when 
the obligations are issued.1
When resources are contributed to 
the health care organization with donor 
restrictions, GAAP requires that they 
be reported as assets in the restricted 
fund section of the balance sheet with 
an offsetting increase in the Fund Bal­
ance. No obligation is reported. The 
health care organization must then 
earn the resources by complying with 
any legal restrictions. Once this earn­
ings process takes place, no repay­
ment is necessary by the health care 
organization. Since resources received 
through debt issuance must be repaid, 
no earnings process occurs. More­
over, unrestricted resources are gener­
ally used to retire the debt obligation. 
The Subcommittee’s position was 
taken primarily because of the require­
ment that debt obligations must be 
repaid, whether or not the debt cove­
nant contains any spending res­
trictions.
The subcommittee also examined 
the question of whether funds whose 
use is limited under the terms of a trust 
agreement, third-party reimbursement 
arrangement, or other similar arrange­
ment should be classified on the health 
care organization’s balance sheet as 
unrestricted or as restricted funds. It 
was observed that such agreements 
are normal and recurring business 
activities that are necessary for carry­
ing out the organization’s objectives, 
and are entered into at the discretion 
of the governing board. Moreover, 
such agreements are related to the 
general and unrestricted business 
operations. The Subcommittee con­
cluded that:
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Assets whose use is limited in sub­
stance under terms of debt inden­
tures, trust agreements, third-party 
reimbursement arrangements, or 
other similar arrangements should 
be reported in the general funds sec­
tion of the balance sheet as assets 
whose use is limited.2
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“I can show you an easy, proven method 
that will get new business and increase 
your annual revenue by thousands of 
dollars. I GUARANTEE IT!”
Gerald Casey
When you use my system, with step- 
by-step instructions, I GUARANTEE 
your increased yield will be a multiple 
of your cost, and it could be as much as 
700% greater. A virtually risk free 
procedure, you'll get your investment 
back within a few short weeks.
I started using THE CASEY METHOD 
in 1969 after having developed it by 
trial and error. I've improved it each 
year thereafter, and have added from 
$7,000 to $33,000 to my annual in­
come — all from new tax preparation 
clients.
Call or write now to arrange a con­
sultation. You'll be glad you did!
THE CASEY METHOD
18333 Egret Bay, Suite 270 
Houston, TX 77058 
(713)333-9520
Reporting Investment Income 
and Expense
As indicated earlier, hospitals 
finance most long-term asset acquisi­
tions by issuing long-term debt. In the 
early stages of acquisition, especially 
if assets are constructed, debt pro­
ceeds are generally not essential. Con­
sequently, proceeds will be initially 
invested. The objective is to generate 
interest income to defray a portion of 
the borrowing costs.
The SOP states that interest 
expense and investment income on 
borrowed funds held by a trustee 
should be reported separately as oper­
ating expense and operating revenue, 
respectively. The health care organi­
zation may alternatively net the 
amounts and report the results as 
either operating expense or operating 
revenue, whichever is appropriate. 
The offsetting amounts, however, must 
be disclosed parenthetically. The SOP 
also requires that investment income 
related to funds whose use is limited 
under third-party reimbursement 
arrangements (for example, funded 
depreciation) and general funds held 
by a trustee that are not borrowed 
funds to be reported as nonoperating 
revenue. If material, each amount 
should be reported separately.
The health care manager and the 
accountant should be aware that 
interest expense and investment 
income on borrowed funds held by a 
trustee may be subject to capitalization 
rules as set forth in the Financial 
Accounting Standards Board (FASB) 
Statement of Financial Accounting 
Standards (SFAS) No. 34, “Capitaliza­
tion of Interest Cost,’’ and SFAS No. 
62, “Capitalization of Interest Cost in 
Situations Involving Certain Tax- 
Exempt Borrowing and Certain Gifts 
and Grants.’’ Although the require­
ments of these FASB pronouncements 
are not discussed in this article, Exhibit 
1 provides a flowchart summary that 
integrates the reporting requirements 
of SOP 85-1, SFAS 34, and SFAS 62.
Conclusion
The Accounting Standards Division 
of the American Institute of Certified 
Public Accountants has recently exam­
ined the accounting and reporting 
procedures followed by nonprofit 
health care organizations for tax- 
exempt debt and certain funds whose 
use is limited. As a result, on January 
1, 1985, Statement of Position 85-1 
was issued. The SOP provides needed 
authoritative guidance and allows for 
the uniform application of accounting 
and reporting standards. Health care 
financial managers and accountants 
should be aware of the changes so 
planning can begin for an orderly, sys­
tematic transition to comply with the 
new requirements. Such consideration 
is essential since the application of the 
SOP is required in the financial state­
ments for fiscal years beginning on or 
after January 1, 1985, with earlier 
application encouraged.Ω
NOTES
1Statement of Position 85-1, “Financial 
Reporting By Not-for-Profit Health Care Entities 
for Tax-Exempt Debt and Certain Funds Whose 
Use Is Limited,’’ AICPA, January 1, 1985, pp. 
11-12.
2Ibid., p. 12.
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